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fixed or portable, some for data-dominant traffic, others for voice-
dominant traffic, and still others for the trangmission of image-based
traffic—all rather imperfectly stitched together.®

The transmission technologies vary in terms of their suitability and
performance in carrying out these diverse transmission tasks. Moreover,
telecommunications companies provide a wide array of additional switching
services with different sets of switching and computer technologies. These
switching and computer technologies aiso vary in terms of their cost and
performance in the supply of various services. Also, there are different
technological requirements for different portions of the telecommunications
system. The technological requirements for transmission and for switching
long-distance telecommunications differ considerably from those required for
access to the telecommunications network. There are now multiple
technological approaches for access to, as well as transmission of, local
telephone service. As George Calhoun observes with respect to the large set
of choices available simply for providing access:

So the real question faced by planners is not “Which is cheaper,
radio or wire?” but “What is the most cost-effective mix of radio,
cable, and fiber in the access network for a given situation?” The
complexity of this question can overwhelm even a fully computerized
modeling process. In principle, there are dozens, or hundreds, of
solutions (in the mathematical sense of the word) for a given
exchange. And when we realize that radio easily transcends the
traditionai exchange concept . . . , the solution set muitiplies
further.”

The natural monopoly argument becomes even less applicable when it is
recognized that a telecommunications company can offer an array of telephone
services, including basic voice transmission. The definition of natural
monopoly, of course, may be extended to cover multiproduct technology. In
the muitiproduct case, the technology is said to have the natural monopoly
property if a single firm can provide the bundle of products at a lower cost
than can two or more firms. Under such conditions, the single firm enjoys
economies of scope.® If distinct technologies are suitable for providing
different products and services, such as voice, data transmission, interactive
information services, and mobile communication, the argument that a single
provider is optimal ceases to hold. Support for the natural monopoly argument

28. Id. a 527.
2. id au 470.
30. See. e.g., SPULBER, supra note 4. at 114-17.
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would require satisfying a difficult, if not impossible, burden of proving that
a single provider of many diverse technologies would be cost-efficient. The
burden of proof becomes even more difficuit when the technologies are applied
to an ever widening array of different services.

In addition to the many telecommunications technologies handling many
different functions, technology within any particular category can differ
substantially across firms as a consequence of technological change. Firms
have different production technologies because technological kmowledge
diffuses unevenly, and because technologies are embodied differently across
different types of facilities and different generations of capital equipment.’!
With changing technology, therefore, costs can differ substantially across
firms, and one cannot conclude a priori that a single firm can produce at lower
costs than can two or more firms.

The natural monopoly argument that all technologies are known and that
all firms have access to the best technology is no longer applicable as a
description of local-exchange telecommunications. There has been substantial
technological change in computers, computer based switching equipment,
digital transmission methods, wireless access, fiber optics, and other key
technologies since the MFJ was implemented. Thus, it is no longer possible
to identify a stable best technology that can serve as the basis for the natural
monopoly argument. Without such a basis, the natural monopoly argument
cannot be used to establish the cost-efficiency of a single protected provider
of service. For example, although fiber optics may have a clear advantage for
some forms of trunkline transmission, there are a number of alternatives for
handling connections to the network that continue to be developed.

Many crucial issues remain open, including the configuration of the access
network and the standards for digital transmission in access. George Calhoun
observes:

[T)he proper architecture for a digital access network is still very
much in question. Star, ring or bus? Fiber to the home? Fiber to the
curb? Radio tails? “Alternative access?” ISDN, or what? Moreover,
regardless of which physical configuration prevails, the efficient
digitalization of the access environment will require equipment based

31. Por example, Time Division Multiple Access (TDIMA) and Code Division Mukiple Accoss
(CDMA) mchaology will easble providers of cellular service 1 offer what the cusomer wasts: quality
and the ability to call anyone, anytime. See CELLULAR TELECOMMUNICATIONS INDUS. ASS'N, STATE
OF TME CELLULAR INDUSTRY 101 (1992). Different carriers utilize differsat tschmologies. “Among the
top nine operstors, six bave said they favor CDMA. But . . . thres operstors {are] currently moving
forvard wick TDMA . . . ." Karen O. Nielsen, The Growing Paint of Cellular Services, TELBCOM
MARKET LETTER, Oct. 4, 1993, at 8.
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on sandards that are still under development or, at best, just
beginning to be commercialized.”

I the best technology is not known, it cannot be asserted that an RBOC
will necessarily have access to the best technology or that entry of new
suppliers using alternative technologies cannot occur.

2. The Connectivity of Nerworks Renders Natural Monopoly Obsolete

The natural monopoly argument is also weakened by the connectivity of
networks. Improvements in computers and related switching technology allow
different firms to build and operate multiple networks that can then be
interconnected. The costs of interconnection have fallen substantially as the
costs of switching technology have decreased. Open network architecture
further reduces the benefits of a centrally switched network. In addition, new
developments in switching have allowed customer premises equipment, such
as the private branch exchange (PBX) and local area metworks, to be
substituted for transmission and switching by the telecommunications utility.>
These significant developments render the concept of a natural monopoly
telecommunications network obsolete.

3.  The Problem of Duplicative Facilities No Longer Applies

At the heart of the natural monopoly argument lies the need to avoid
duplication of facilities, particularly costly transmission facilities such as

32. CALHOUN, supro note 27, at 534,

33. As former FCC chairman Alfred Sikes testified before Coogress, “I do not believe that
affording telephone companies expanded opportunities will result in a single necwork. Rather, 1 balieve
there will be satellite, mobile, brosdcast, a3 well as cable and other distribution techaologies. They will
provide both independent and competitive traasmission paths, asd will oftes be linked together is a
network of networks. > Communicarions Competirivenass and Infrastrucrure Modemization Acs of 1991:
Faarings on S. 1200 Before the Subcomm. on Commmications of the Comm. on Commerce, Science
and Transporsation, 102d Coeg., 2d Sess. 16 (1992) (wmasemont of Alfred C. Sikes). Mike Nelson,
Special Assistant for Information Technology in the White House Office of Science and Technology
Policy, mmmmmuwﬂm is developing what he calls the “perwork
of perworks,” but nows that oppormunities 1o pamicipme will also prescoi themssives 10 other
communications and information technology vendors. NIT Board to Include Members of Sasellite Industry;
Advisory Commirnee on the National Information Infrasiructure, DEF. DAILY, Dec. 10, 1993, &t 47, Tom
Kalil. Director of Science and Technology for the Nationa! Boosomic Council, sows thet “{pleople
assume we are amtomatically talking sbout wires, Izt they don't realize that we're aleo siiing about
wireless and broadcast satellites . . . that's why the phrase ‘a serwork of networks’ iuohpomn No
one bas in mind a monolithic, mnyuwmhwmum Kim
McAvoy & Sean Scully, Interagency Task Force Expecied To Release Report Before End of Swwemer;
National Information Infrastructure, BROADCASTING & CABLE, July §, 1993, at 26.

34. Nose that Shared Tenam Services (STS) are the residential equivalent of the business PBX.
STS “[pjrovidfes) centralized telecommunications services to teoants in a building or a complex. * HARRY
NEWTON, NEWTON'S TELECOM DICTIONARY 935 (1994).
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telecommunications lines. The advantage of having only one, as opposed to
two or more producers, is that the single producer will create a single network,
while two or more producers will create two or more networks, duplicating
facilities and thus experiencing higher total costs. This crucial part of the
natural monopoly argument has been rendered invalid.

Most importantly, the avoidance of duplication of networks is no longer
an issue because duplication has already occurred. In many areas there are
multiple networks employing fiber optic, cellular, and microwave mhmqws
and these networks essentially duplicate some transmission capabilities. *
technologically vibrant indestry does not advance by ‘duplication.’ New
technologies (integrated circuits, lasers), new medis (radio instead of copper
wire, fiber instead of microwave), new architectures (rings instead of stars),
replace old ones.”* The convergence of applications of alternative technolo
gies suggests that the duplication problem no longer exists.

For example, a high proportion of households has both standard telephone
service and cable telecommunications services.* In August 1993, it was
estimated that over ninety-one million homes have cable service available.”
The coaxial cable that delivers cable television is already capable of delivering
telephone and other telecommunications services as well.*® Cable companies,
now allied with out-of-region telephone companies, are reportedly planning
to spend fourteen billion dollars deploying fiber over the next decade.”
According to former National Cable Television Association President James
Mooney, “[t}he biggest telecommunications story of the decade may turn out
to be not telcos’ creating broadband networks, but cable technology and
architecture proving to be the most efficient means of delivering the next

35. PETER W. HUBER ET AL., THE GEODESIC NETWORK 11, 1993 REPORT ON COMPETITION IN
THE TELEPHONE INDUSTRY 2,80 (1992). The authors further observe: “Nor doss competition arrive in
a single ieap. Instead it enters one market segment at & time, switch by switch, tusk by uunk, line by
line. beginning where prices are highest and costs lowest.” Id.

36. Cabile operators are parmisted to offor some types of ssisphons services. See In re Application
of Teleport Communications~N. Y., 7F.C.C.R. 5986, 5988 (1992) (permitting cable company w0 offer
mnwmmmmmvmrm),bmrmmm
Television Cross-Owsnership Rules, 7 F.C.C.R. 300, 322-23 (1991) (aliowing cross-ownership betwees
cable companies and inssrexchangs tselephone carriers); /n re Twixtel Tachaologiss, lac., 3 F.C.C.R.
4547 (1990); Report & Order in Implementation of the Provisions of the Cable Communications Policy
Act of 1984, 50 Fed. Reg. 18,637, 18,644 & 0.34 (198%) (cable companies may offer cellular radio
servicss); ACLU v. FCC, 823 F.2d 1354 (D.C. Cir. 1987) (upboidiag FCC dessrmination that cabie
companies may offer cellular radio services) cerr. denied, 485 U.S. 939 (1988).

37. NATIONAL CABLE TELEVISION Ass'N, CABLE TELEVISION DSVELOPMENTS (1994) (quoting
estimae from PAUL KAGAN ASSGCS., INC., MARKETING NEW MEDIA, Dec. 20, 1993, s 4).

38. Ser SCENTIFIC ATLANTA, COACCESS: CATV TELEPHONE SYSTEM: A DUAL-SERvICE
TELEPHONY/VIDEC SYSTEM POR CATV NETWORKS (1993). Abowt thwee quaners of astional cable
insallstions were capsble of two-way communications by the end of 1992, See NOGTH AM.
TELECOMMUNICATIONS ASS'N, sapro aote S, at 134, Acconding % the North American
Telecomumunications Association, “{T]be cable industry . . . already bas in piace most of the plant and
infragtructure 10 compete head-on with Jocal teicos.” Jd.

9. NORTH AM. TELECOMMUNICATIONS ASS'N, sipra note S, st 134.
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generation of communications services.™®  Alliances between telephone and
cable companies are extending these capabilities.*!

Moreover, in most cities a number of alternative ways to access the
network exist in addition to the LEC’s local loop. These alternatives include
two cellular carriers and fiber-optic connections supplied by competitive access
providers (CAPs). There is rapid growth in cellular communications.®
Furthermore, forecasts suggest that personal communications services (PCS)
will have over sighty million subscribers by 1997 and 145 million five years
later.® Therefore, the view that technology confers an inherent advantage on
an incumbent RBOC, thus giving it a natural monopoly, is controverted by the
fact that multiple Jocal networks are aiready in operation.

The desire to avoid duplication of costly transmission facilities is also
inconsistent with the technological changes involving wireless technologies.
Even if wire-based transmission technologies exhibit the natural monopoly
property, segments of the iocal loop are being replaced with wireless technol-

40. Poliscs Also Mendoned, Cosod. DALY, May S, 1992, at 4. At & recent National Cable
Television Association coavestion, %giﬁigg to take oo
ﬁ!.lalg::.t

i. For sxample, two RBOCs are already poised to offer out-of-regioa local phone service over

: ﬂ!nl—-snggl Eﬂgiaé%ggivggsﬁﬂg

television astwork in Rochester, New York by the begianing of 1996, in direct competition with
Rocheser Telephone. See Eric Paulak, Siay Tunad for Less Expensive Phone Rases, NETWORK WORLD,
>..-.B...@.a%.gkggﬁrﬂngﬁgligamun

00 .

PosT, Feb. 10, 1993, a2 C1. U S Weat paid $2.5 billion for a 25% B_B Time Warner. Johnnie

§PE—E§8§!?§C%§§~R§§P io Pay $2.5

Billion for Stake and a Parmer in Technology Foorrace, WALL ST. J., May 17, 1993, at A3. BeliSouth
Prime

scquired 22.5% of Pri féggg .EBQ.I!BE Wired! Bell
Atlannic’s Bid for Cable Giant TCI lgsgg History; It's Also a Peek at the Future,
._g.on.uuLoou.uuo.gi 2 billion in Viacom. Johanie Robents, Viacom io Ger
$1.2 Biliion from Nynex, WaLL 1. J., Oct. 03 2 A3. Ball Canada paid $400 million for 30%
of Jonss Imercable with an option to gain a g&';iﬁgﬁgg
i Corporase Focus: BCE Faces Promises and Perils of Telecommunications; With Jones Deal,

Chipelio, 4
issgggiﬂﬁﬂ , Dec. 6, 1993, &t B4; Bdmund
Buy 30% of Jones Insercable, N guﬂ , 1993, & 1, 39.
KQI:B.!_ -588! iiiigsig%gii
cable astwork in Alexandria, Virginia. MCI, Jones Phone Home, VARIETY, Dac. 6, 1993, at 20. MCI
I__rllg -xa!glug-n!&g%.ng
Telephone Services 1o Be Yested over Cable TV Systems, TELECOMM. REP., Nov. 29, 1993, at 10-11.
42. The marke: for cellular communications grew from thirtesn million subscribers a3 of mid-
1993, according to a Cellular Telecommunications Indusry Associstion press relsese from Ocsober 1993,

43, k-!.!.snusnu Use is Expecred to PS?QS?&??!&&
Services, According to Survey by Telocator, ComM. DALY, Oct. 1, 1993, at §.
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ogies, many of which may not exhibit natural monopoly characteristics.
Competitive entry can and indeed has occurred. Competing firms are serving
the telecommunications market with wireless technologies such as cellular,
microwave, and satellite systems. Additional competitive entry in the form of
personal communications services will follow.

Moreover, the substitution of low cost switching technology for
transmission further reduces the need for concern over the duplication of
transmission facilities. Substantial portions of the network can be replaced by
equipment on customer premises, including customer-owned switching, such
as private branch exchanges, and customer-owned transmission facilities. The
amount of duplication required by competing networks is substantially reduced,
thus lowering the cost advantage of a single producer over two or more
producers.

D. Natural Monopoly Technology Is Not a Barrier to Entry

By itself, a natural monopoly technology does not act as a barrier to
entry.“ Firms can enter an industry and compete with incumbents even if
production by a single firm is efficient. Natural monopoly technology does not
prevent the entrant from investing in new facilities, announcing prices,
recruiting customers, and otherwise competing with the incumbent. To
effectively deter entry, the incumbent firm must be able to set prices and retain
its customers such that entry is no longer profitable. It is important to
emphasize that, even if a single firm could serve the market more efficiently
than could two or more firms, this state of affairs does not imply that entering
firms cannot compete to serve the market. Furthermore, natural monopoly
technology does not rule out the possibility of multiple competitors entering
to serve the market simultaneously.

1. Natural Monopoly Does Not Preclude Competition to Serve the
Marke:

By itseif, natural monopoly technology does not prevent firms from
competing to serve a particular market. Along with other economic analyses
of entry and competition, the economic literature on contestable markets has
shown that competition for the market can occur with natural monopoly
technology, and it has stated the conditions under which there may or may not
be prices such that an incumbent can sustain a monopoly position.* Under

44, Whether or not the Jocal exchange exhibits barriers to eatry regardioss of aataral monopoly
is the subject of Pan II.

45. See BAUMOL ET AL., supra note 18, at 7. The authors refer to an industry in which there
are negligible barriers to entry as “contestable™ and point out that companies the! are natural monopolies
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certain demand and cost conditions, an incumbent can sustain its position
against new entry, but only by choosing prices that yield zero profits.

Even under the very specific demand and cost conditions sufficient for
“sustainable™ monopoly prices, the possibility of sustainable prices need not
prevent entrants from successfully competing for the market if the incumbent
were 10 deviate from those prices. Even if these conditions were to hold,
therefore, an incumbent firm could not leverage its monopoly position to favor
other lines of business, because this action would create opportunities for new
entrants to serve customers by not requiring the purchase of additional
services. In addition, the monopolist could not generate profits to subsidize
entry into other lines of business, because the potential for entry into a
contestable market eliminates both profits and cross-subsidies.

For purposes of argument, however, suppose that the production technolo-
gy of the local exchange were to exhibit the property of natural monopoly,
contrary to the hypothesis of this Article. This does not imply that the LEC
could seject prices that would deter entry. The existence of multiple technolo-
gies, the ongoing developmemt of new technologies, and the differences in
information that firms have about the technology create opportunities for the
entry of competitors. Therefore, an incumbent could not sustain 2 monopoly
position simply through the selection of prices. Given the technological change
that has been occurring in the telecommunications industry since the MFJ, the
incumbent cannot be expected to sustain & monopoly position. The entry of
new carriers providing alternative access and transmission services that are
economic substitutes for the services of the RBOCs clearly demonstrates that
a monopoly over the local loop is not sustainable.

2. The Natural Monopoly Argument Does Not Apply with Cost
Inefficiencies

A firm cannot enjoy the cost advantages of natural monopoly unless the
firm utilizes its production technology at the efficient frontier. This means that,
givena particular productive technology, the monopoly provider purchases and
empioys productive inputs efficiently to minimize costs. If this is not the case,
then a firm operating in the market is subject to competition from more
efficient entrants. Thus, the natural monopoly properties of the technology are
not sufficient by any means to guarantee that an incumbent can secure a
monopoly position. If the incumbent firm is not operating efficiently, a more
efficient entrant can provide equal or better service to customers at a lower
price.

can compets 1o serve the market.
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A number of reasons, including the presence of regulation, suggest that
incumbents in telecommunications are not utilizing their technology in the most
economically efficient manner. If investment incentives are distorted, the
technology will not be operated at the efficient frontier. A number of factors
indicate that the investment level of the local telecommunications providers
should not be presumed to be at an efficient level. Price regulations, the entry
of competing carriers, the line-of-business restrictions, and regulatory
uncertainty will affect the incentives of a local telecommunications company
to invest. To the extent that investment departs from efficient levels, the notion
that natural monopoly technology prevents entry ceases to apply.

3.  The Existence of Multiple Carriers Calls into Question the Natural
Monopoly Argument

The argument that the technology of the local exchange exhibits natural
monopoly properties, and thereby confers a monopoly on the local exchange,
is refuted if competitive entry successfully occurs. The presence of competitors
in the local exchange leads to one of two conclusions. First, if natural
monopoly technology is sufficient to create a monopoly, then the entry of
competitors must imply either that the LEC technology is not that of a natural
monopoly, or that the LEC is not operating the naniral monopoly technology
efficiemly or pricing appropriately. Second, even if we believe that the LEC
technology were that of a natural monopoly, we would be forced to conclude
that natural monopoly technology was insufficient to guaramee that an
incumbent could achieve a monopoly in the market as a result of its
technology. Either way the natural monopoly argument for regulation of the
local exchange ceases to hold.

Indeed, there are competing multiple carriers in the local exchange.*
Cable systems are already in place and available for competition in telephone
service. Interexchange carriers such as AT&T, MCI, and Sprint provide, in
addition to transmission from one local access and transport area (LATA) to
another (interLATA service), some intraLATA service in competition with the
RBOCs. In January 1994, MCI announced that it planned to upgrade its
network in order to compete against the RBOCs in providing local access.*’
In 1993, AT&T announced its intention to acquire McCaw, the largest cellular

46. 1t migin be argued that this doss not refute the view that natural monopoly is oot a barrier
%0 emry if the incumbent RBOC are bandicapped by regulasory restrictions. The restrictions thes provide
protaction to unregulated compasiors and effectively subsidize emry. However, if the satural monopoly
view were correct, one would expect the eotry of at most one other carrier taking advantage of reguistory
remrictions and empioying the sstural monopoly technology. This is refuted by the fact that multiple

47. Jobn J. Relier, MCT Proposes a $20 Billion Capisal Project, WALL ST. J., Jan. §, 1994, at
A3.
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carrier in the United States, which could eventually enable AT&T to bypass
the RBOCs in reaching the end user.® Dozens of CAPs, such as Teleport
Communications and Metropolitan Fiber Systems, provide fiber-optic
transmission service and connection to interexchange carriers.” Many
compenies provide wireless transmission service, including cellular
telecommunications networks.® PCS will emerge as a new and significant
form of radio communications upon completion of the Federal Communications
Commission’s auctions for narrowband and broadband PCS licenses.” The
FCC anticipates that “the advent of PCS will open the commercial mobile
radio services marketplace, which includes cellular service, to intense
competition. "

The entry of competitors into the local loop has shown that there are no
technological properties inherent to the local exchange that are sufficient to

48. See WLLIAM J. BaUMOL & J. GREGORY SIDAK, TOWARD COMPETITION IN LocaL
TELEPHONY 16 (1994).

45. CONNECTICUT RESEARCH, 1994 LOCAL TELECOMMUNICATIONS COMPETITION VI-1 (1994).
According 10 3 survey by the Yankee Group, oely about half of all virual private network cussomers
opt for access through their Jocal teico rather thap using direct dedicated links t0 the
currier. Ellis Booker, Virrual Nerwork Equals Savings, COMPUTERWORLD, Mar. 5, 1990, at 51. See also
Bob Wallace, Jom Hancock Completes Cutover from WATS io SDN; Change Expecied to Save Firm
$1.2M Annually, NETWORX WORLD. Aug. 27, 1990, at 2; Bob Wallace, Firm Inssalls SDN, Waits on
Tariff 12, NETWORK WORLD, Sopt. 4, 1989, at 1; John Dix, Commumicarions Opeions; The Worid Beyond
AT&7, CoMPUTERWORLD, Dec. 30, 1985-Jan. 6, 1986, at 33.

The U.S. cities and regions served by CAPs contain the headquarters of over sixty percest of the
companies ibat sppear on the Communicanions Week list of the top 100 purchasers of telecommunications
products and services. Anita Marks, Elecrric Lighrwave Readies Expansion Wort: $120 Million, Bus.
J. PORTLAND, Mar. 1, 1993, § 1, &t 1; Penni Crabtree, Bell Tolls for PacBell Monopoly as Teleport
Moves In, SAx DtEco Bus. J., Feb. 8, 1993, § 1, at 1; Christine Hudgins-Bonafield, Mg Spenders,
Wise Spenders—Top 100 List Names Largest Communicarions Spenders, While Strazegic Mission Awards
Honor Some of Industry ‘s Most Innovarive Spenders, CoMM. WK., May 18, 1992, at 44-45.

50. There are aineteen million cellular subscribers comprising twelve parocent of all wireline and
wireless access lines. Celilar Phone Subscribers Top 19 Million Mark, supra aote 43; FEDERAL
COMMUNICATIONS COMM’N. STATISTICS OF COMMUNICATIONS COMMON CARRIERS 57 (1992/1993) (140
million wireline access lines).

51. According to Business Week, -mmmmumwmmmqms
bas acceleraied as new techaologies emerge,” including celiuiar, PCS, specialized mobile radio, and
satellito-based systems. Business Week reports 2 prediction of Arthur D. Little that the market in the
U.S. will tripie from $14 billion to $45 billion by 2002 as the sumber of wireless callers increases from
forty million to ninety million. /t’s ¢ Mad, Mad. Mad, Mod Wireless World, BUs. WK., Nov. 29, 1993,

at 128, 132. mmmm-mmvmm—mwmmm
Pcs——wmshmewiofdnmhm: by the year 2005, representing a market penetration of
spproximately 70 percent of U.S. boussholds. Prepared Remarks of Dr. C.J. Waylan, Rxecutive Vice
President Marketing and Business Development, GTE Personal Communicatioas Services, In the Master
of Amendment of the Commission's Rules 1o Establish New Persona] Communications Services, Gen.
Dict. No. 90-314 (F.C.C. Apr. 11, 1954) (en banc). See also Peter Cramion, Money Out of Thin Air:
The Nationwide Narrowband PCS Aucrion, 1. ECON, & MOMT. STRATEGY (forthcoming 1995).

52. In re Applications of Craig O. McCaw & ATAT for the Consent 10 Transfer, File No. ENF-
9344, 440 (F.C.C. Sept. 19. 1994) (Memorandum Opinion and Order) (footnotes omitted). FCC states
that “The introduction of broadband PCS should bemefit consumers by maising the overall level of
competition in many already competitive segments of the telecommunications industry and by providing
competition in other segments for the first time.” J/n re lmplementation of Section 309() of the
Communications Act-Competitive Bidding, Fifth Report and Order 3 (F.C.C. June 29, 1954).
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guarantee a monopoly to the incumbent LECs. Such competitive entry implies
that the natural monopoly argument should not be used to justify forbidding
entry by the RBOC: into other lines of business.

II. The Barriers to Entry Argument

The second argument used to justify the MFI's line-of-business restrictions
is that there are barriers to entry in the local exchange that will maintain the
monopoly position of the RBOCs. Judge Greene, for example, has stated that
“duplication of the ubiquitous local exchange networks would require an
enormous and prohibitive capital investment."* This Section defines berriers
to entry and examines whether they are present in local exchange markets. The
Section demonstrates that the sunk cost argument for regulation of the local

loop no longer applies and that entrants have already sunk costs for multiple
networks.

A. The Definition of Barriers to Enry

Barriers to entry are costs imposed on entrants but not present for
incumbents.* There are two main types of barriers to entry: sunk costs and
goverment regulation.*® Sunk costs are said to be a barrier to entry if entrants
must make irreversible investments in capacity, expenses which incumbents
have already incurred. Government regulation that takes the form of rules
applying unequally to incumbents and entrants can create additional costs for
entrants, potentially restricting market entry entirely.%

If an incumbent, but not an entrant, has already incurred the sunk cost
of facilities, the incumbent need only price to recover operating expenses and
incremental capital expenditures, since the irreversible investment costs of
entry can be written off. A potential entrant, in contrast, must anticipate
earnings exceeding its operating costs, incremental investment and irreversible
costs of establishing its facilities, before it will atempt to enter the market.

The need to sink costs is not necessarily an insurmountable barrier to the
entry of new competitors. All competitive. markets involve some degree of
irreversible investment, whether in capital equipment, marketing, or research
and development. Entrants commit capital resources in markets where they

53. United States v. Western Elec. Co., 673 F. Supp. 525, 538 (D.D.C. 1987), qff'd, 894 F.24
1387 (D.C. Cir. 1990).

S4. This definition of entry barriers is due w0 GBORGE J. STIGLER, THE ORGANIZATION OF
INDUSTRY 67 (1968). The definition is commonly applied. See, ¢.g., William J. Baumol & Robert D.
Willig, Fixed Costs, Sunk Costs, Enery Barriers and Sustainability of Monopoly, 96 Q. J. BCoN. 405,
408 (1981).

55. For additiona] discussion of barriers 1 entry, see SPULBER, supra note 4, at 40-42.

$6. Licenses are referred to as “absolute barriers to entry” ia STIGLER, supra note 54, at 123-5.
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expect to earn competitive returns on their investments. The sunk costs
involved in establishing a telecommunications system, given currently available
technologies, are not qualitatively different from irreversible investments in
any other competitive market. Furthermore, in competitive markets there is
often duplication of investment, and the entry of excess or insufficient capacity
can take place as a consequence of uncertainty regarding costs, technology,
or market demand. Therefore, even if sunk costs are present in
telecommunications, they need not in themselves confer monopoly rents on
incumbents.

Inaddition, entrants can reduce the risk associated with making investment
commitments in a variety of ways, including contracting with customers before
irreversible investments are made and entering into joint ventures or mergers
with incumbents. Moreover, a potential entrant need not be deterred from entry
if it has a sufficient cost advantage over the incumbent. The developments in
the industry since the MFJ amply demonstrate that many companies are willing
and able to make the irreversible investments required to enter the business
of local telecommunications.

B. Barriers to Emery and the Local Exchange

There is no question that the RBOCs have 2 predominant market share,
and that these companies are large in terms of various measures of size,
including number of customers and miles of transmission lines. These facts,
however, need not indicate that the RBOCs have market power in the local
exchange. An incumbent firm is subject to the competitive discipline of
potential entry when its market power is not substantial. As Judge Greene
stated regarding AT&T: “Although monopoly power may be inferred from a
firm's predominant market share, size alone is not synonymous with market
power, particularly where entry barriers are not substantial. "%’

While this Articie notes above that both sunk costs and government
regulation are sources of barriers to entry, sunk costs are the barrier to entry
primarily associated with the local exchange. According to Greene:

Local exchange competition has failed to develop, not so much
because state and local regulators prohibit entry into the market by
would-be competitors of the Regional Companies, but because of the
economic and technological infeasibility of alternative local
distribution technologies.*

$7. United States v. American Tel. & Tel. Co.. 552 F. Supp. 131 (D.D.C. 1982), gff"d sub nom.
Maryiand v. United Stases. 460 U.S. 1001 (1983).

58. United States v. Western Elec. Co., 673 F. Supp. 525, 537-538 (D.D.C. 1987), qff'd, 894
F.2d 1387 (D.C. Cir. 1990).
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Based on an examination of the telecommunications industry, this Article
concludes that because of technological change, barriers to eatry due to sunk
COSts are not at present a significant deterrent to entry into the local exchange.
Moreover, the question of whether sunk costs are a barrier to entry is
essentially moot because substantia]l competitive entry into the local
telecommunications market has already occurred.

In addition, an examination of federal and state regulation of the
telecommunications industry suggests that such regulation does not represent
barriers to entry into the local exchange. In many markets, the RBOC:s in fact
face incumbent burdens, in which regulation imposes greater costs on
incumbents than on entrants, thereby encouraging, or even subsidizing some
forms of entry, and creating the potential for uneconomic bypass.” Uneco-
nomic bypass occurs when competitive entry raises the total industry costs of
providing a given level of service. It can result from subsidies or differences
in regulation between incumbents and entrants.

C. The Sunk Cost Argument for Regulation of the Local Loop No Longer
Applies

The evolution of telecommunications technology invalidates the argument
that there are barriers to entry into local telecommunications markets stemming
from the high sunk costs of establishing a telecommunications network. The
notion that there are prohibitive capital requirements in duplicating the local
exchange network rests on several economic and technological misconceptions.

First, a new entrant need not duplicate the RBOCs' entire transmission
and switching systems to enter the market profitably. The entrant need only
enter portions of the market where the expected revenues exceed the expected
costs of providing new service. Thus, an entrant must sink the costs required
to serve only its specific customers. The size of the incumbent’s sunk costs
is irrelevant to the entrant. By choosing to serve only part of the local
exchange market, the entrant’s irreversible investment is substantially reduced.

Second, the entrant need not duplicate the technology of the incumbent
RBOCs’ transmission and switching systems. The techmology of
telecommunications transmission has changed substantially in a manner that
alters the types of investment required to establish a network. While transmis-
sion wires represent the primary irreversible investment incurred by the LECs,
many new technologies, such as cellular, mobile radio technology, and satellite
transmission, substantially reduce the wired portion of the transmission system.

59. The term “incumbent burdens” was introduced in Paul W. MacAvoy et al., Is Competisive
Entry Free?: Bypass and Partial Deregulation in Natural Gas Markets, 6 YALE ]. oN Rso. 209, 210
(1989).

60. M.
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By serving areas using wireless transmission, particularly for the “last mile”
to the customer’s location, the mew technologies are not tied to specific
customers through irreversible investment in transmission. For example, a
transmission tower and receiver are not customer-specific since they can serve
any customers in a given geographic area. Moreover, radio transmission
facilities themselves do not necessarily represent sunk costs, since they can be
physically moved to serve other markets. These features of some of the new
transmission technologies eliminate the need for significant transaction-specific
or customer-specific investments.

Third, technological change has aitered the design of telecommunications
systems. Telecommunications systems provide transmission services using a
combination of switches and transmission. The increased power and reduced
cost of computer chips have correspondingly increased the power and reduced
the cost of switches. To the extent that switches can be substituted for
transmission lines, the cost-minimizing input mix will involve a greater reliance
on switches and a correspondingly lesser reliance on lines. Also, as the power
of switches has increased, so has their productivity. Increased productivity of
switches allows a reduction in the number of switches required to produce a
given level of transmission capacity. For example, the private branch exchange
switching technology allows a reduction in the number of lines required to
provide a given level of capacity to a customer’s premises.

A reduction in the number of lines required to provide a given level of
capacity implies that this potential source of sunk costs is reduced for a new
entrant into the local telecommunications market. Moreover, the switches
operated by a telecommunications company, unlike lines, are not tied to a
particular customer location. The switches may be shifted to other applications,
and thus do not represent sunk costs. Also, the switches owned and operated
by customers certainly do not represent sunk costs for a telecommunications
supplier. Thus, as technological change has significantly reduced sunk costs,
the argument that sunk costs create a barrier to entry into the local exchange
ceases to apply.

There is another important way in which technological change in
telecommunications has eliminated the argument that sunk costs are a barrier
to entry. Given the extent of technological change since the time that the
incumbent has installed its infrastructure for the local loop, the incumbent’s
technology and the entrant’s technology differs substantially. The incumbent
operates an old technology, such as a network that uses copper wires for
transmission, whereas the entrant operates a new technology, such as one using
more efficient radio or fiber-optic transmission.

The barrier to entry argument is then invalid with respect to local
telecommunications in two ways. First, the operating cost differences between
existing and new technologies can be substantial. The fact that the incumbent
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has sunk costs does not deter entry, because the entrant offering 8 more
efficient technology, such as radio or fiber-optic transmission, can expect to
compete successfully with the incumbent and recover sunk costs.

Second, the need to sink costs is not a barrier to entry if the eatrant can
invest in a new technology with a performance advantage over obsolescent
telecommunications technology. The performance characteristics of incumbent
and entrant technologies differ substantially. New access techaologies offer
various benefits that are not available through copper-wire access technology
in the local loop. These benefits include the mobility of radio services, the in-
creased bandwidth of fiber-optic services, and the television transmission
capabilities of coaxial cable. If the incremental revenues that can be obtained
from the provision of value-added services, such as mobility or data
transmission, will be sufficient to cover the costs of establishing and operating
a new system, then it is irrelevant to the prospective entrant that the RBOC
has an advantage via its existing copper wire and other investments in the local
loop.

The existing and planned competitive entry into local telecommunications
show that the new technologies offer cost and performance advantages over
existing technologies. It follows that these advantages are sufficient to eliminate
the barriers to entry that arise from the facilities of the incumbent RBOCs and
the need for new entrants to sink costs. Of course, the RBOCs can invest in
the new technologies as readily as can any entrant, absent any reguiatory
hurdies. However, the incumbent and the entrants are then on an equal footing.
The need to sink costs in a new technology falls evenly on the incumbent and
entrant and thus cannot constitute a barrier to entry.

D. Enry Barriers Are Not an Issue Because Costs Have Already Been Sunk
Jor Multiple Networks

The argument that sunk costs constitute a substantial barrier to entry into
the local exchange is also rendered invalid by the substantial eatry into local
telecommunications that has already occurred.! As this Article has already
noted, there has been significant investment in local telecommunications
capacity by long-distance companies, dozens of competitive access providers,

61. Az least twenty-three stiases have certified ome or more Jocal competitors. Comsscticut,
Washington, Coanecticut, Marylaad, Maseachusens, Michigan sad New Youk have asthoriaed switched
sates ase considering the issue. Siases Meander, supra nowe 41. Akhough most CAPs target business
areas, thase notworks can be extended to serve residential areas. CAP Visions Diverge in Face of Markes,
Regulatory Changes. TELCO COMPETITION RE?., May 12, 1954, st 1. For example, MCI Metro bas
aamowsced that it “intend[s] 10 serve sverybody. * MCJ Memo Asks for Authority so Offer Swisched Local
Services in Five States, TELCO COMPETITION REP., Oct. 13, 1994, at 2.
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cable companies, cellular companies, and other wireless transmission sup-
pliers.® The entry of new telecommunications companies in the local loop
conclusively establishes that sunk costs do not create a barrier to entry in the
local exchange markets that would be sufficient to confer a monopoly on the
RBOCs.

Inaddition, the significant entry that has already occurred implies that new
entrants do not necessarily have a cost disadvantage relative to incumbent
RBOCs, for those new entrants have already made irreversible investments.
After their irreversible investments have been made, entrants become incum-
bents. From that point forward, the costs of entry cannot be used to distinguish
RBOCs from new communications providers. Moreover, there is considerable
evidence of the existence of excess capacity in the local exchange markets,
particularly in fiber-optic capacity, which suggests that the additional capacity
created by new carriers will result in intense price competition with the
RBOCs ¢

E. Regulation of the RBOCs Creates Incumbent Burdens Rather Than Entry
Barriers

Another form of entry barrier is created when a regulator awards an
exclusive franchise to a LEC, thus precluding the entry of new carriers.
However, the view that such a grant of statutory monopoly over local
telecommunications is common today is incorrect. Although entry into the local
exchange was once tightly regulated, it is not any longer. Here again, the entry
of many new carriers into the local exchange markets suggests that such an
entry barrier is not effective. The majority of state regulatory authorities allow
competitive entry into their intraLATA toll markets,* and CAPs are intercon-
necting with the local exchange network in many states, including Illinois, New
York, and Massachuserts.

62. ATAT is paying more than $11 billion for McCaw. MCT Metyo is isvesting two billion doliars
in fiber rings and local switching infrastructure in major Unissd States metropolitan markecs. MCT Unveils
Long-Range Vision: NerworkMCl, Opens Nation's Firs: Transconsinensa! Informazion Superhighway, PR
NEWSWIRE, Jan. 4. 1994, at 2. Sprisk acquired Centel. with local exchange and colluiar operations, for
$2.5 billion. Gambling on Thin Air, ECONOMIST, Aug. 21, 1993, at 49, The cellular industry bas made
a cumulative investment of $11.9 billion through December 1993. CELLULAR TELECOMMUNICATIONS
INDUS. ASS'N, THE WIRELESS SOURCEROOK 9 (1994). Ten CAPs reporting cumulative isvestmens to
the PCC had sunk $94 million by year-end 1993, JONATHAN M. KRAUSHAAR, FEDERAL
COMMUNICATIONS ComM'N, FIBEx DEPLOYMENT UPDATE: BND OF YEAR 1993 27 (1994). The
combined investment of the cable companies in developing their sstworks should also be iscluded,
akthough reliable estimates of cumulative industry invesnnent are aot readily svailabie.

63. For example, in 1992, the RBOCs reported that 2 substantial proportion of their fiber-optic
CRpacity was not yet activated. JONATHAN M. KRAUSHAAR. PEDERAL COMMUNICATIONS COMM'N, PBIER
DEPLOYMENT UPDATE: END OF YEAR 1992 18 (1993).

64. NATIONAL ASS'N OF REGULATORY UTIL. COMM'RS, THE STATUS OF COMPETITION IN
INTRASTATE TELECOMMUNICATIONS 198-200 (1994).
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If anything, federal and state regulations create incumbent burdens,
imposing costs and restrictions on RBOC:s that are not placed on the new en-
trants. An incumbent burden facilitates entry and bypass of the existing
selecommunications network even if such bypass would be uneconomic in the
absence of the regulations. It is therefore the opposite of a barrier to entry.

The RBOCs face a variety of regulatory restrictions, including common
carrier provisions, universal service requirements, and public filing of rates,
none of which are generally imposed on new entrants. Other restrictions on
RBOCs create lower limits on certain tariffs, which limit the their ability to
compete with entrants and provide a tariff umbrells for competitors. The
regulated rate structure of the RBOCs, with high rates charged to business
customers, has created opportunities for selective bypass of the local network.
One incumbent burden created by federal regulation is the differential treatment
of access charges that AT&T pays to traditional LECs versus those it pays to
new access providers. AT&T is required to pass along to its customers savings
in access charges paid to traditional LECs, but it need not pass along the
savings on access charges paid to new access providers.” Therefore, the
argument that regulations create entry barriers that confer a statutory monopoly
on the RBOC:s belies the current state of industry regulation.

The economic inefficiency created by incumbent burdens suggests that the
entry of competitors should be accompanied by a lifting of uneven restrictions
placed on the RBOCs. By removing these restrictions, regulators will level the
playing field, allowing the RBOCs to respond to competitive challenges
through pricing, investment and innovation. If the restrictions were lifted, any
futher entry would reflect a truly competitive market, instead of a market made
artificially competitive by regulation.

Indeed, not only do regulatory restrictions create incumbent burdens for
the RBOCs, the line-of-business restrictions of the MFJ similarly restrain the
RBOCs. The RBOCs are prevented from entering markets that could generate
revenues, while competitors in the local exchange are not similarly denied
access to these other markets. Since the line-of-business restrictions deny the
RBOC:s the opportunity to earn revenues that their competitors may earn, they
are placed at a disadvantage and denied returns to their technological expertise
and market knowledge. This constraint handicaps the RBOCs against actual
and potential competitors in the local exchange. In the absence of the line-of-
business restrictions, the RBOCs would be able to compete in the same
markets as their competitors. The incumbent burdens created by the line-of-
business restrictions further demonstrate that regulation is not a barrier to entry

65. Policy & Rules Concerning Ratss for Dominast Carriers, ¢ F.C.C.R. 2873, 3005-06 1§ 259-
61, 3026-30 11 315-21 (1989) (AT&T Price Cap Order).
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to the local exchange, but actually creates a competitive disadvantage for the
RBOCs.

II. The Leverage Argument

The third argument used to justify the line-of-business restrictions on the
RBOCs is that, if permitted entry into the manufacturing and interLATA
markets, the RBOCs could leverage their monopoly position in the local
exchange to obtain an unfair competitive advantage over potential competitors
in these markets. The leverage argument is based on the antitrust law concept
of vertical restraints.* This Section defines leverage and examines the
application of the leverage argument to the local exchange carriers. As this
Article will demonstrate below, the leverage argument is generally flawed in
any market. Since a monopolist can always extract monopoly rents in the
market it controls, it cannot increase its rents by expansion into a second
market. Furthermore, competition in the local exchange market eliminates the
possibility of exercising such leverage.

A. The Definition of Leverage

Leverage is defined in the antitrust context as the use of monopoly power
in one market to extract additional monopoly rents and to secure competitive
advantages in a second market.*” Leverage is designed to exclude competitors
from all or part of the second market. The exclusion of competitors from the
second market is referred to as foreclosure. Leverage may be exercised in a
variety of ways. These include: (1) tying, (2) restricting access to essential
facilities, and (3) refusing to deal. The tying and essential facilities examples
have often been applied in telecommunications antitrust cases.®

66. Astitrust law has played a crucial role in the organization of the wiscommunications industry.
‘NU.S.WMMMMMWWhWMbym“de
siate regulation.” KELLOOG ET AL., supra note 3, at 137. One of the major conceras of satitrest law
nmmmummmumdmmpmwmm
Vertical restraints desote & company’s actions that reerics its buyer or seller relationshipe with other
companies. Bxclusionary practices is a general pejorative label covering a bost of competitive aad
contractual activities thet are alleged 10 create basriers to competition and increase 3 compeny’s market
power. Posasr defines aa exclusionary practice as occurring when & firw “trades 2 past of its monopoly
profits, at least semporarily, for s large market share, by making it usprofitable for other sellers 1o
compete with it.” RICHARD A. POSNER, ANTITRUST LAw: AN ECONOMIC PERSPECTIVE 28 (1976).

67. The Second Circuit. in Berkey Phot, Inc. v. Bastman Kodak Co., 603 F. 2d 263, 276 (2ad
Cir. 1979), stated that “the use of monopoly power attained in one market %0 gain a competitive
sdvantage in another is a violation of § 2 {of the Sherman Act], even if thore has aot bosn an attemapt
10 momopolize the second market. ™ This monopoly leverage argument has been rejacted in Air Passeager
Computer Reservation Sys. Amtitrust Litig., 694 F. Supp. 1443, 1472 (C.D. Cal. 1988).

68. KELLOOG ET AL.. supra note 3, at 142,
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Tying refers to a situation in which the seller of a good requires the buyer
to purchase a second good, thus selling the two as a product bundie.* For
example, a tying contract offered by an RBOC would require the buyer of its
local service to purchase its long-distance service as well. In such a situation,
the RBOC would be leveraging its market power in the local service, or tying
product’s market, over to its long-distance service, or tied product’s market.
Courts are generally concerned with the restriction of competition in the tied
product’s market. The reasoning behind the law and court decisions on tying
has been subject to significant criticism.™ As Judge Richard A. Posner has
observed, “[o]ne striking deficiency of the traditional, ‘leverage’ theory of tie-
ins, as the courts have applied it, is the failure to require any proof that a
monopoly of the tied product is even a remotely plausible consequence of the
tie-in.”” In short, the problem with the tying theory of leverage is that the
monopolist has little incentive to tie its products in bundles, since it generaily
can obtain no additional profits from the tie-in sale, and rarely obtains market
power in the market for the tied good.™

The firm may obtain benefits from tie-ins if the tied good aids the firm
in metering the usage of the tying good for pricing purposes. However, as
Posner observes, this does not imply that there is an incentive to exclude
competition. In the telecommunications context, the LEC certainly is capable
of monitoring usage of its local service without the sale of additional long-
distance services or equipment.

An essential facility is a productive input that cannot be duplicated feasibly
or economically by others.” The concept has been applied rather broadly in
antitrust law and has elements of both natural monopoly and barriers to entry.
As in the case of natural monopoly technology, the essential facility should not
be duplicated, since the market is served at minimum cost with one facility.
An essential facility is similar to a barrier to entry in that a competitor cannot
feasibly or economically duplicate a facility in a market. Thus, the argument
goes, an existing facility will not be duplicated because an entrant would incur
irreversible investment costs. Alternatively, it is suggested that the costs of
duplicating the facility are higher for an entrant than an incumbent.

69. In Times-Picayune Publishing Co. v. United States, 345 U.S. 594 (1953), the Supreme Court
held that tying violates the Sherman Act if -he selier has both 3 monopoly in the tying product and if
competitors are foreciosed in the tied product, while the Clayton Act applies if either of these conditions
bolds.

70. Robert Bork calls this “transfer of market power™ theory behind the antitrust law against
tying, and the Supreme Count's enforcement of it, “fallacious.” ROBERT H. BoRK, THE ANTITRUST
PARADOX 366 (1978). See also Ward S. Bowman, Tying Arrangements and the Leverage Problem, 67
YALE L.J. 19(1957). George Stigler criticizes the application of the law on tying in GEORGE J. STIGLER,
United States v. Loew’s, Inc.: A Note on Block Booking, 1963 Sup. CT. REV. 152.

1. POSNER, supra note 66, at 172.

M. id s 173,

73. See Oner Tail Power Co. v. United States, 410 U.S. 366 (1973), United States v. Terminal
R.R. Ass’n, 224 U.S. 383 (1912).
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the essential facility not only has monopoly power in one market but is
mumadwdenyequiublemmmpaingﬁmsinamdmwmln
United States v. Terminal Railroad Association, the Court found a rilroad
switching junction to be an essential facility.™ In Omer Tail Power Co. v.
United States, the Court found that the electric power transmission lines of the
utility were an essential facility.™ The standard antitrust remedy for the
existence of an essential facility is to mandate equal access to that facility,™
which is what the MFJ mandated for long-distance carriers.

B. Leverage and e Local Exchange

In 1982. Judge Greene stated with regard to interLATA services: “The
compiexity of the telecommunications network would make it possible for [the
RBOCs] to establish and maintain an access plan that would provide to their
own interexchange service more favorable treatment than that granted to other
carriers.”” Similarly, with respect to the manufacture of telecommunications
equipment, Judge Greene stated that “non-affiliated manufacturers would be
disadvantaged in the sale of such equipment and the development of a
competitive market would be frustrated.”™

The leverage argument has thus been applied to the RBOCs in two ways.
First, it has been argued that the RBOC could use its monopoly to sell its own
long-distance services or telecommunications equipment to itself or to its
existing customers. Second, the argument asserts, the RBOC could use its
control over its essential facilities, or local bottleneck, to extract monopoly
rents by rationing its customers’ access to equipment or long distance services.
Judge Greene stated that “the local facilities controlled by Bell are ‘essential
facilities’” for long-distance carriers.™ As this Article will explain below,
these two arguments are inconsistent with technological changes and industry
developments that have occurred since the MFJ.

74, 224 U.S. 383 (1912).

75. 410 U.S. at 366.

76. KELLOGG ET AL., supra note 3, at 140.

77. United States v. American Tel. & Tel. Co., 552 F. Supp. 131 (D.D.C. 1982), qf"d sub nom.
Maryland v. United States, 460 U.S. 1001 (1983).

78. Id. at 190. With regard 10 information services, Judge Gresne sated: “The Opersting
Companies would . . . have the same incentives and the same sbility to discriminate against competing
Uwu:;@mmmmmmwnmmmmmﬁ
Id at 189.

79. United States v. American Tel. & Tel. Co., 524 F. Supp 1336, 1346 (D.D.C. 1981).
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C. The Erosion of the Local Exchange Monopoly Eliminates the Possibility
Of Leverage and Self-Dealing

The argument that an RBOC will use its monopoly in the local exchange
to sell long-distance services and telecommunications equipment to its own
customers in a manner that denies access to other firms is inconsistent with
current industry conditions. As this Article has aiready explained, the view that
an RBOC has a monopoly over the local exchange by virtue of natural
monopoly technology is no longer valid. Moreover, the assertion that the LEC
has a monopoly resulting from barriers to entry due to sunk costs or regulation
is also based on improper analysis. In addition, the presence of competition
and the potential for substantial additional entry into the local exchange invali-
date the notion of the existence of a monopoly in the local loop.

As Judge Greene noted with regard to concerns over AT&T’s market
share in the market for interexchange services, low entry barriers and the
“trend of increasing competition” imply a lack of market power.® The same
argument can now be applied to the RBOCs, for the technology of the local
exchange exhibits substantially reduced entry barriers, and there is a clear
trend toward increased competition. The absence of either monopoly or the
potential for monopoly in the local exchange therefore implies that the “pivot”
required to support leverage does not exist. The monopoly-leverage argument
consequently fails.

In the case of interLATA services, customers have a choice of
interexchange carriers, including AT&T, MCI, and Sprint. Moreover,
customers have alternative means of accessing interexchange carriers through
wireless or fiber-optic networks. Therefore, many customers can already
access long-distance providers without going through the local exchange. These
alternatives will continue to expand as the interexchange carriers themselves
vertically integrate into the provision of local access, including AT&T through
its acquisition of McCaw’s cellular network and MCI through its own
construction of metropolitan fiber rings. Furthermore, under equal-access
regulations, the interLATA services of the RBOCs would compete on an equal
footing with interexchange carriers that currently reach customers through the
local exchange. Thus, the line-of-business restriction on the provision of
interLATA services by RBOCs ignores the alternative forms of access that
have become available to consumers since the MFJ took effect.

We have seen that an RBOC could not prevent its customers from
accessing other long-distance carriers if it were allowed to enter the interLATA
market. As this Article will show below, the argument that an RBOC could

$0. United States v. American Tel. & Tel. Co.. §52 F. Supp. 131 (D.D.C. 1982), aff"d sub nom.
Maryland v. United States, 460 U.S. 1001 (1983).
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leverage its monopoly position to control its customers’ access to telecom-
munications equipment is also inconsistent with current industry conditions.
For purposes here, equipment can be classified into customer premises
equipment and telephone company switching and transmission equipment. With
respect to either broad category, there is little or no basis for the monopoly-
leverage argument. Although AT&T exercised control over customer premises
equipment and telephone company purchases of switching and transmission
equipment prior to the breakup, since the MF]J, this type of control has no
longer been retained by anyone.

For equipment purchased by customers for use on their own premises,
such as handsets, answering machines, fax machines, computers, inside wiring,
and PBX, there is absolutely no basis for concluding that an RBOC can
exercise any control at all on the choices of supplier. Customers buy such
equipment in the marketplace. An RBOC has no more control over these
purchases than does a broadcast television network over the brand of television
set purchased by its viewers.

For telephone company purchases of switching and transmission
equipment, an RBOC could choose to purchase equipment that it manufactured
if the line-of-business restrictions were removed. For two reasons, this is not
a cause for concern. First, since many of its customers have the choice of
altermative telecommunications providers, the RBOCs’ ability to pass along
the costs of equipment purchases is severely limited. This, in turn, significantly
reduces or eliminates any potential returns to the RBOC's payment of high
prices w0 itself for equipment. Second, since the RBOCs are subject to price-
cap or similar incentive regulations at both the federal and state level and face
competition for portions of their markets, they would not have an incentive
to purchase any particular type of equipment from themselves unless they were
the lowest-cost provider. Moreover, the tremendous diversity of switching and
transmission equipment, particularly equipment developed since the time of
the MFJ, suggests that any one RBOC would manufacture only a subset of this
equipment. These factors suggest that self-dealing in equipment should not be
a concern.

D. The RBOCs’ Networks are No Longer Essential Facilities

The essential facility argument outlined above is used to justify the line-of-
business restrictions on the RBOCs by implying that they will use their control
of the local exchange to deny their customers access to other long-distance
services, to require customers to purchase the RBOCs’ own equipment, or to
require customers to purchase the RBOCs’ own information services." The

8). In 1987, Judge Groene identified the local switches and circuits as an “essential facility” and
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argument that the LECs will be able to use their control over the local
exchange is inconsistent with the regulatory and industry developments in the
local exchange that this Article has already discussed. These developments
imply that the local loop is no longer an essential facility, just as they imply
that the RBOCs no longer qualify as natural monopolists or benefit from
barriers to entry. The essential facilities argument for the line-of-business
restrictions is thus no longer valid for three reasons.

First, the local loop is not an essential facility because there exist many
alternatives to the existing local exchange network provided by the regulated
local exchange carriers. The multiple technologies currently available for tele-
communications transmission, including coaxial cable, fiber optics, and
wireless technologies such as cellular and microwave, are sufficient to establish
the feasibility of constructing alternative transmission facilities to supplement,
compete with, or even replace portions of the local exchange network provided
by the RBOCs. The essential facilities argument implies that the RBOCs
metaphorically own and control a bridge that crosses a river at the only
feasible crossing point within some geographic area. To extend this analogy,
the availability of multiple transmission technologies is sufficient to establish
that theré are many other ways to cross the river.

Second, the essential facilities argument is no longer valid because entry
into the local loop has already occurred. The economic viability of competitors
that are supplying transmission services using coaxial cable, fiber optics, and
wireless systems establishes that alternative facilities can be constructed
economically. Thus, it is not only technically feasible to construct alternative
facilities, but also economically feasible. For example, CAPs already offer
access to long-distance carriers on facilities that bypass the local loop.
Although the CAPs’ fiber-optic systems are small in size compared to those
of the RBOCs, their entry has demonstrated the economic feasibility of
bypassing portions of the local loop. Similarly, the rapid growth of the cellular
industry demonstrates the economic feasibility of other means of access. These
developments have all occurred since the MFJ took effect in 1984. It would
be myopic to point to the absolute size of an RBOC’s local-loop plant as
evidence that it is an essential facility.

Even though the local loop is no longer an essential facility, regulations
still exist guaranteeing access to the local exchange for long-distance carriers.
The existence of these provisions also serves to invalidate the essential facilities
argument with respect to interLATA services: even if the local exchange were
to involve facilities that could not be duplicated, the equal-access provisions

concluded thar “the Regional Companies have ratained control of the Jocal bostienecks. ™ Usited States
v. Western Elec. Co., 673 F. Supp. 525, 540 (D.D.C. 1987), 4814, 894 F.24 1387 (D.C. Cir. 1950).
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already eliminate any advantage that an RBOC could otherwise gain by
offering long-distance services.

In short, the essential facilities argument fails to apply because the local
exchange is no longer an essential facility for access to the telecommunications
network. An RBOC cannot leverage an essential facility that it does not
possess.

IV. The Cross-Subsidization Argument

The fourth argument in favor of the line-of-business restrictions puts
forward the notion that an RBOC will use profits from the local exchange to
engage in cross-subsidization of other lines of business. The argument suggests
that the RBOCs would gain an unfair competitive advantage. This Section
defines cross-subsidization and considers the application of the cross-
subsidization argument to the local exchange carriers. It shows that the RBOCs
do not have an incentive to cross-subsidize long-distance service or equipment
manufacturing and that growing competition reduces the profits from the local
exchange that could be used for cross-subsidies.

A. The Definition of Cross-Subsidization

Cross-subsidization occurs when a company supplying more than one
product or service uses the revenues from product A to recover a portion of
the additional costs of producing product B. This practice creates economic
inefficiencies since the customers of product A would be better off if the
products were produced and priced separately.® Moreover, the customers
of product B are given incorrect price signals about the incremental costs of
producing product B.

There are formal tests for cross-subsidization. A regulated firm’s rate
structure can be said to be free of cross-subsidies if and only if the prices
satisfy the stand-alone cost test.** The stand-alone cost test requires that the
revenues generated from either of two services not exceed the stand-alone cost
of providing that service. If the revenues from one service exceed its
sand-alone cost, then that service is providing a cross-subsidy to the other ser-
vice." Clearly, the customers of the service that is providing the cross-

82. Such separation, however, would forego economies from joimt production.

83, The stand-alone cost test is a widely applied criterion. See BAUMOL & SIDAK, Apra note
48, a1 81; BAUMOL ET AL., supra note 18, at 352-353.

8. The definition of the sand-alone con test is given in terms of two services. In the case of
more than two services. the test requires that uo group of services subsidizes any other group of services.
The regulated rate structure refers to a break-even rate structure.
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- subsidy would be better off if that service could be obtained independently of
the other service.

A firm’s rate structure also is free of cross-subsidies if and only if the
prices satisfy the incremental cost test, which is equivalent to the stand-alone
cost test for a regulated rate structure.** Applying the incremental cost test,
revenues generated by each service cover the incremental cost of providing
that service.* The rationale for the incremental cost test is the requirement
that each service must generate revenues that at least cover the additional cost
of producing that service. If not, the other service is providing a cross-subsidy,
and the customers of the other service would be beaer off receiving their
service independently, at its stand-alone cost.

If the firm’s rates are not necessarily break-even rates but instead generate
revenues that are greater than or equal to costs, then the incremental cost test
should be applied to determine cross-subsidization, regardless of whether
regulation exists. If the firm operates in both regulated and unreguiated
markets, the revenues in the unregulated market should cover the firm’s
incremental costs of serving the unregulated market, in order to be free of
cross-subsidies. This guarantees that serving the unregulated market increases,
or at least does not reduce, the firm’s profit.

B. Cross-Subsidization and the Local Exchange

In 1982, Judge Greene ruled that the RBOCs would employ cross-
subsidization to foreclose competition in interexchange services, information
services, and the manufacture of equipment. The RBOCs, he wrote, would be
able “to subsidize their interexchange prices with profits earned from their
monopoly services™ and “to subsidize the prices of their [information] services
with revenues from the local exchange monopoly.” They “would have an
incentive to subsidize the prices of their equipment with the revenues from
their monopoly services. ™"’

The RBOCs have lost any opportunity to cross-subsidize. The profits from
the local exchange service that could be used to provide cross-subsidies to
interLATA services or equipment manufacturing are significantly reduced by
existing and potential competition in the local loop. Judge Greene observed

85. The incremental cost test is a widely applied criterion that has besa used for over a cestury.
For funher discussion and a formal defimition. see BAUMOL & SIDAK, supra note 48, a 57, 81-83;
WILLIAM J. BAUMOL, SUPERFAIRNESS: APPLICATIONS AND THEORY 113-20 (1986).

$6. The incremental cost test is defined here for only two services. In the case of more than two
services, the revenues generated by each group of services must cover the incremental cost of providing
that growp of services.

§7. United States v. American Tel. & Tel. Co., 552 F. Supp. 131, 188-190 (D.D.C. 1982), qff'd
Sub nom. Maryland v. United States, 460 U.S. 1001 (1983). As Judge Greene obeerved, it must be
shown that the RBOCS have both “the incentive and opportunity 1o act anticompetitively.” fd. at 187,
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that "AT&T’s opportunity for cross-subsidization will become incressingly
curtailed as interexchange competition increases.”™ This same observation
now applies to the situation of the RBOCs in the local exchange: their
opportunity for cross-subsidization has been curtailed by competition in the
local loop. Moreover, this Article explains below that the belief that the
RBOCs have the incentive to predatorily cross-subsidize is based on specious
economic ressoning.

C. The RBOCs Do Not Have an Incentive to Subsidize Activities Outside the
Local Exchange

The cross-subsidy argument relies on the notion that the RBOC has an
incentive to subsidize its entry into other lines of business, particularly those
from which it is now barred by the MFJ's restrictions. In other words, for the
cross-subsidy argument to apply, the RBOC would have to earn incremental
revenues that are less than the incremental cost of providing other services,
thus incurring an economic loss on these additional lines of business. Such an
action would be inconsistent with profit maximization and would not be
undertaken by an RBOC because it would be inconsistent with the imerests of
its shareholders. This is not to say that other lines of business would not incur
the normal initial Josses that occur as new businesses are established. It is
normal for investors to accept losses in the initial phases of establishing a new
line of business. Moreover, a line of business may incur losses as a conse-
quence of the normal market risks faced by any business. Jt is, however,
inconsistent with business objectives and economic analysis to expect that an
RBOC would enter a market with the intention of incurring a loss, even if that
loss were subsidized from earnings in another part of its business. The interests
of the RBOC’s owners would be to invest those earnings in a venture expected
to be profitable. Therefore, the notion that an RBOC would obtain a
competitive advantage through cross-subsidies is incorrect and at odds with the
profit-making objectives of shareholder-owned companies. A business will not
cross-subsidize a new business venture that it expects to be unprofiable.

Another assumption of the cross-subsidy argument is that an RBOC would
use cross-subsidies to temporarily obtain a competitive advantage over its rivals
in other lines of business, with the objective of eliminating competitors. This
view implies that the RBOC would engage in behavior resembling predatory
pricing, which is said to occur when firms incur a loss with the intention of
eliminating rivals and later raising prices to recoup earnings after the rivals
have exited the market.*” This argument has been discredited, as both econo-

88. d a7
89. See, e.8., BAUMOL & SIDAK, supra note 48, at 63; SPULBER, supra note 4, at 475-76.

60

P S “el )




